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ABSTRACT
LEASING AS A METHOD OF FINANCING: 
PRACTICES AND THEORETICAL APPROACH
Mehmet Öncel
Master of Business Administration 
Supervisor: Assoc. Prof. Kiir^at Aydogan 
September, 1994
Financial leasing which occurred as an alternative to bank credits and other 
financial instruments has been in a development period in our country. This paper 
provides the theory of leasing and also its applications, problems, and suggestions in 
Turkey. The paper contributes to the knowledge of the people who are interested in 
finance and also pioneers the people who do not have any knowledge on this subject.
ÖZET
FİNANSMAN METODU KİRALAMA: 
TEORİK YAKLAŞIM VE UYGULAMALARI
Mehmet Öncel
Yüksek Lisans Tezi, İşletme Enstitüsü 
Tez Yöneticisi: Doç. Dr. Kürşat Aydoğan 
Eylül, 1994
Ülkemizde banka kredilerine ve diğer fınans enstrümanlanna alternatif olarak 
çıkan fınansal kiralama hızlı bir gelişme gösterip bu günlere geldi. Bu proje leasing 
teorisini ve buna bağlı olarak Türkiye'deki uygulamalarını, sorunlanm ve çözüm 
önerilerini sunmaktadır. Proje fınans konularına ilgi duyanların bilgilerine katkıda 
bulunabileceği gibi, bu konuda hiçbir bilgisi olmayanlara da öncülük edecektir.
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CHAPTER I
INTRODUCTION
1.1. Definition
Leasing is an arrangement of contractual nature wherein the lessor (owner) 
allows the lessee (user) the use of an asset in exchange for a promise by the latter to 
pay a series of lease payments.
Kristy and Diamond (1984) points out that there are two different sets of 
definitions regarding leases: those of Internal Revenue Service (1RS) and those of 
the Financial Accounting Standards Board (FASB).
1RS categorizes leases as true leases and all others. All leases are divided into 
categories: True leases and all others. A company may treat a true lease as an 
expense for tax purposes and deduct it accordingly. A tme lease lasts less than thirty 
years. At the end of the lease, the lessee can acquire the asset only by purchasing it 
at fair market value. The 1RS considers all other leases as sales of property, not 
leases.
FASB categorizes leases as either capital leases or operating leases. A capital 
(financial) lease has at least one o f the following characteristics:
- Ownership of the asset goes to the lessee at the end of the lease.
- Lease tenn is 75% or more of the estimated economic life of the asset. 
Economic life is the period of time during which the asset can be used productively 
and profitably.
- The present value of the lease equals or exceeds 90% of the leased 
property's fair market value at the start of the lease.
If  a lease does not need any of this criteria, it is an operating lease. Both IRS 
and FASB really have the same goal; to differentiate between pure leases, in which 
no commitments are made beyond the length of the lease, and leases that are really 
agreements to buy the asset or to have its use for its entire life.
Wos and Fallen (1986) emphasizes that the lease term must be shorter than 
the useful life of the leased property. In addition to its use in acquiring new assets, 
leasing is also used as a means of raising cash on presently owned property by 
means of a sale and lease back.
The lessee is the receiver of the services of the assets under the lease contract; 
the lessor is the owner o f the assets that are being leased. Leasing is a process by 
which a lessee firm can obtain the use o f certain fixed assets for which it must make 
a series of contractual, periodic, tax-deductible payments.
1.2. History of Leasing
Leasing goes back to 1400 B.C. when the Phoenicians leased ships to 
merchants who did not wish to own them. In United States of America, the leasing 
of land can be traced back to colonial da}'s when Lord Baltimor owned the colony 
o f Maryland and leased the land to his tenants. However, equipment leasing did not 
become popular until the 1950s. Today leasing has become a major industry, with 
thousands of leasing companies o f all sizes.
In England leasing has been very popular form of finance in recent years. Up 
to March 31, 1986, it provided a particularly competitive source of finance for 
business which, because of tax losses of for other reasons, were unable to take 
advantage of the available first-year capital allowances. With the ending of first-year
allowances for most equipment from April 1, 1986, and their replacement by 25 % 
writing down allowances, the tax advantage of leasing is greatly reduced.
1.3. Types of Leases
The two basic types of leases available to a business are operating and 
financial leases, the latter of which are often called capital leases by accountants.
1.3.1. Operating Leases
An operating lease is normally a contractual arrangement whereby the lessee 
agrees to make periodic payments to the lessor, often for five or fewer years in 
order to obtain assets services. Such leases are generally cancelable at the option of 
the lessee, who may be required to pay a predetermined penalty for cancellation. 
Assets leased under operating leases have a useful life longer than the term o f the 
lease. Usually they would become less efficient and technologically obsolete if 
leased for a longer period of years. The operating lease is therefore a common 
agreement for obtaining computer systems as well as for other relatively short-lived 
assets such as automobiles.
If  an operating lease is held to maturity, the lessee at that time returns the 
leased asset to the lessor, who may lease it again or sell the asset. Normally the asset 
still have a positive market value at the termination of the lease. In some instances, 
the lease contract will give the lessee the opportunity to purchase the leased asset. 
Generally the total payments made by the lessee to the lessor are less than the 
lessor's initial cost of the leased asset.
1.3.2. Financial (or Capital) Leases
A financial lease is a longer term lease than an operating lease. Financial 
leases are non-cancelable and therefore obligate the lessee to make payments for the 
use of an asset or a predefined period o f time. Even if the lessee does not require the 
service of the leased asset, it is contractually obligated to make payments over the 
life of the leased contract. Financial leases are commonly used for leasing land, 
buildings, and large pieces of equipment. The non-cancelable feature of the financial 
lease makes it quite similar to certain types o f long term debt. The lease payment 
becomes a fixed, tax deductible expenditure that must be paid at predefined dates 
over a definite period. Like debt, failure to make the contractual lease payments can 
result in bankruptcy of the lessee.
Gitman (1991) points out that another distinguishing characteristic o f the 
financial lease is that; the total payments over the lease period are greater than the 
lessor's initial cost of the leased asset.
According to Lee (1985), lessors use three primaiy techniques for obtaining 
assets to be leased. The method depends largely on the desires of the prospective 
lessee.
1- A direct lease results when a lessor owns or acquires the assets that are 
leased to a given lessee. In other words, the lessee does not previously own the 
assets it is leasing.
2- A second technique commonly used by lessors to acquire lease assets is to 
purchase assets already owned by the lessee and lease them back. A sale-lease back 
arrangement is normally initiated by a firm that needs funds for operations.
3- Leasing arrangements that include one or more third party lenders are 
leveraged leases. Unlike direct and sale-lease back arrangements, under a leverage 
lease the lessor acts as an equity participant, supplying only about 20 % of the cost 
o f the asset, and a lender supplies the balance.
A lease agreement normally specifies whether the lessee is responsible for 
maintenance of the leased assets. Operating leases normally include maintenance 
clauses requiring the lessor to maintain the assets and to make insurance and tax 
payments. Financial leases almost always require the lessee to pay maintenance and 
other costs. The lessee is usually given the option to renew a lease at its expiration.
Renewal options, which grant lessees the right to release assets at expiration, 
are especially commonly in operating leases since their term is generally shorter than 
the usable life of the leased assets. Purchase options allowing the lessee to purchase 
the leased asset at maturity, are frequently included in both operating and financial 
leases, typically for a prespecified price.
1.4. Leasing Contract
The key items of the lease contract normally include the term, or duration, of 
the lease, provisions for its cancellation, lease payment amounts and date, renewal 
features, purchase options, maintenance and associated cost provisions and other 
provisions specified in the lease negotiation process. Although some provisions are 
optional, the leased assets, the terms of the agreement, the lease payment, and the 
payment interval must all be clearly specified in every lease agreement. 
Furthermore, the consequences o f the lessee missing a payment or the violation of 
any other lease provisions by either the lessee or lessor must be clearly stated in the 
contract.
Cooley (1990), emphasizes that service contracts can not be ignored as a 
factor. Although when an asset in leased payments usually include service, one can 
often purchase the equipment and buy a service contract as well. Alternatively one 
can often purchase service (maintenance) in the open market or establish a seiwice 
department. An example with which most consumers are familiar is the extended 
warranty that can be purchased on many automobiles. The consumer is buying a
type of insurance against major car repairs. Routine services, of course are not 
covered.
Consequently lease payments include a service fee. These are ground for 
assuming the lessor can provide the service at a lower cost than the service 
provided by the lessee. The lessor can price the service accordingly and spread the 
costs to all users. The lessee or buyer can take the risk that he or she will not 
experience major repairs.
1.5. Characteristics of Leasing Firms
Leasing firms are a form of financial institution with something in common 
with banks or finance companies but also some differences. They have most in 
common with a finance company when they lease a variety of small items to small 
users, even consumers, where many o f the considerations are the same as in 
consumer lending. Leasing major items particularly where confined to a single type 
product, requires different skills.
Banks often lend companies secured against the lease contract, but the value 
of the security depends on that of the asset, with two different features. In one sense 
it is a purely financial asset, a contract with the user of the equipment to make 
regular payments to the leasing company which, in turn pays all or the major part of 
these to bank. As long as the contract is watertight and the user of the equipment 
credit worthy, the bank will be paid in full even if other customers of the leasing 
company run into trouble and perhaps even if tf  c company itself collapses. 
However, if the lessee becomes unable to meet the lease payments then, from both 
the lessee's and the bank's point o f view the asset ceases to be financial and becomes 
underlying piece o f equipment. Its value depends on the ability to find another 
lessee or outright purchases, which in turn will depend on the nature o f the 
equipment and why the previous lessee failed to pay. If it was using the equipment
in a way which is no longer economic then it is unlikely to be worth much to any 
one else; if the leasing company specializes in this one line it may well have a 
number of other failures and will not itself be a likely source of payment.
The more specialized nature of the equipment and the more concentrated the 
leasing company’s business on one type, the greater the danger that high non 
renewals will bankrupt the borrower and cause a bad debt for the bank. Therefore, 
the banks rarely finance partial payout leases for more than the value of the original 
lease. In such cases where a bank finances the full value of the equipment on a 
partial pay out lease, the borrower must have an adequate equity cushion and it 
should also have and the bank take as its collateral, a diversified portfolio of leased 
equipment.
If  the lessor has enough original equity in the lease, the bank can be paid in 
full from lease payments even though the lessee company makes no profit or even a 
small loss.
CHAPTER II
ACCOUNTING TREATMENT OF LEASES
The accounting treatment of leases has undergone sweeping change over the 
past three decades. At one time leases were not disclosed in financial statements at 
all. Gradually lease disclosure was required appearing first in the footnotes to the 
financial statements. Then came the Financial Accounting Standards Board 
Statement No: 13 (FASB 13) in 1976 with an explicit ruling which called for the 
capitalization on the balance sheet of certain types of leases.
This statement says that if the lessee acquires essentially all o f the economic 
benefits and risks o f the leased property, than the value of the asset along with the 
corresponding lease liability must be shown on the lessee's balance sheet.
2.1. Capital Lease Treatment
The accounting treatment of a capital lease is much the same as though the 
asset was actually purchased by the lessee and financed entirely with debt. Equal 
entries must be made on both sides of the balance sheet, to reflect the acquisition of 
the use of the asset, as well as the contractual promise to make the scheduled 
payments.
The problem inherent in this procedure is the determination of the value of 
the asset. FASB 13 requires that two estimates of the value o f the asset be made.
The first estimate is made discounting the minimum lease payments plus any 
expected profits derived from bargain purchase options included in the lease 
agreement, less any executary costs that will be incurred by the lessor that are 
embodied in the lease payments. The discount rate employed is the lower of the 
lessee's marginal borrowing rate, or the interest rate implicit in the lease.
The second required estimate is the asset's fair market value at the time the 
lease takes effect. On the lessee's income statement, both depreciation and the 
interest expense implicit in the lease payments, as shown above, are deductions from 
income.
There are also several reporting requirements that must be disclosed in 
footnotes. Total assets under lease obligations must be described by type, either by 
function or by nature of the asset. The minimum lease payments for each of the next 
five years must be presented, as well as the contingent lease payments incurred 
during the period. Finally, a general description of the lease arrangements, including 
any restrictions imposed by the leased contract must be disclosed.
2.2. Accounting for Operating Leases
Operating leases carry the same reporting requirements in terms of footnotes, 
but do not require inclusion on the balance sheet, can also be excluded from the 
income statement in terms of interest expense and depreciation expense. The lease 
payments under operating leases are still deductions from income but the degree of 
elaboracy of treatment is diminished.
2.3. Leasing and the Financial Statements
The type of lease according to the FASB-operating and capital determines 
how the lease payments are recorded in the accounting process and consequently 
affects the firms financial statements. If a lease is an operating lease, the lease
payments for the year are treated as an expense. The only financial statement that is 
affected is the income statement. However, if a lease is a capital lease, both key 
financial statements (income statement and balance sheet) are affected.
2.3.1. Effect on the Income Statement
A capital lease is treated as if the company purchased an asset and financed 
that purchase by a loan. This means that two expenses are added on to the income 
statement. One is depreciation on the asset for that year and the other is that portion 
of the lease payments which is considered interest. In the early years of a capital 
lease, the interest expense is a major portion of the lease payments. That is because 
with a loan the bulk of the interest is paid early in loan period.
2.3.2. Effect on the Balance Sheet
The leased item appears both as an asset and as a liability. Typical names on 
asset side are "Asset under capital leases" and on liability side "Leases payable". As 
the lease is paid, the asset entry is amortized (depreciated) and liability is reduced. 
The liability entry is split into two parts; the portion due in the next year, which 
appears as a current liability, and the portion not due in the next year, which is a 
long term liability..
2.4. Effect of Leases on the Key Financial Ratios
An operating lease has a minimal effect on a firm's key financial ratios. The 
lease payments may increase expenses and lower income. If so, return on equity will 
decrease.
A capital lease, however, does have a significant effect on the company's 
financial ratios. The current, quick and liquidity ratios decrease because the firm's
10
current liabilities (the denominator in all three ratios) increase. The current assets, 
which make up the numerators do not change. Thus a capital lease weakens the 
firm's liquidity position.
A capital lease, will also have an adverse effect on leverage. The commonly 
used leverage ratio debt to equity will become higher and less favorable. That is 
because the firm's total debt will increase while its equity changes minimally.
Vaught (1989) examines how leasing affects the firm's cash flow and capital 
investment decision. Until 1976 leases were off balance sheet financing. This means 
a firm could lease an asset and shows it neither as an asset nor as a liability on its 
balance sheet. At this time the only information disclosed on the financial statements 
was a brief note to its accounts describing its lease obligation. Now accounting 
standards require that all financial leases be capitalized.
In the case o f a capital lease the lessee records an asset and a liability at an 
amount equal to the present value of the minimum lease payments during the lease 
term excluding executary costs such as insurance, maintenance, and taxes to be paid 
by the lessor together with any profit. Operating leases are generally short term and 
cancelable during the period of the contract if the lessee desires.
Donaldson (1983) examines the accounting treatment of lessors. Fixed assets 
are the land, building, and machineiy and tools used to manufacture the product, 
distribute it, research it and administer the company. They thus include the land, 
Ojffice blocks as well as factories, type-writers and computers as well as machine 
tools, salesmen's cars as well as lorries and so on. Fixed assets are usually 
represented on the balance sheet by a single figure, sometimes gross, more often net 
of depreciation.
Assets which the company has produced itself and leased to a third party as an 
alternative to sales are sometimes included in fixed assets. The analyst needs to 
know what proportion o f the total is in this category and about the terms as much as
possible, on which they are leased; how long the lease is, how easily it can be 
broken, how likely it is to be renewed at maturity. Besides he must consider the 
credit of the lessee companies since their failure might leave his borrower with 
equipment which was producing no income. If new technology makes the leased 
equipment obsolete or uncompetitive, will the lease expire before payments have 
covered the basic cost of the equipment, plus interest
Leasing companies can be considered as asset based companies, but there are 
some other companies which lease rather than sell some of the equipment they 
produce (IBM and XEROX are well known examples). Payment may be due over 
any period from under one to occasionally up to ten years. It is important to 
understand the accounting and in particular how much o f the value of the lease is 
shown as a receivable since this can distort the receivable turnover.
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CHAPTER III
ADVANTAGES OF LEASING
3.1. Non-Tax Advantages
Howkes and Slatern (1982) examine non-tax advantages of leasing:
1- Obsolescence; a firm concerned about possible obsolescence o f high 
technology equipment may not want to own. A cancelable lease may be arranged 
whereby the lessee has the option to terminate the lease during the lease period.
2- Restrictive Covenants: Restrictions on managerial behavior are often 
attached to loans but are less common and less rigorous under lease.
3- Effect on Reported Earnings; Accounting profit should be higher under 
lease financing than under loan financing. Only the lease payments are changed in 
the profit and loss account, whereas when a company borrows and buys, both the 
interest payments and depreciation charges on the asset acquired will be charged as 
an expense.
4- Balance Sheet Numbers: The level o f total assets appearing on the 
balance sheet is generally lower under a lease agreement than a loan. Traditionally 
with leased assets no lease obligation has appeared on the balance sheet. It therefore 
follows that reported return on capital employed is generally higher under a lease.
5- Maintenaiice and Insurance: The lea.sing arrangement imposes costs on 
the lessor rather than the lessee, the savings to the lessee must appear in the cash 
flows when evaluating the lease opportunity.
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6- Secondary Leases: The period of a lease is often referred to as the 
primary period. Leasing agreements sometimes offer the lessee the right to continue 
using the asset for a secondary period. Lessors should be fairly flexible on this point 
because the primary lease usually covers the full cost of the asset to the lessor.
7- Flexibility of Lease Payments: Financial managers should enter into 
lease in the expectation that interest rates will rise and make the fixed lease 
payments a cheap source of finance.
8- The Lessor's year-end: If the lessor buys an asset just before a year-end, 
the benefit o f the first-year allowance is received in the earliest time. This is an 
inducement to the lessor to arrange a deal.
Kristy and Diamond (1984) emphasizes that the popularity of leasing is quite 
understandable if you examine the reasons why companies lease. One reason is that 
the firm cannot afford to buy the equipment, land or whatsoever and leasing is the 
only way it can obtain the use of the item in question. It provides some significant 
financial advantages. By leasing, a company can conserve its cash and extend the 
financing of the asset to a period that is relatively close to the asset's life. Loans, in 
contrast, are typically much shorter in duration.
Critman (1991) lists the non-tax advantages and disadvantages of leasing:
As there is not any increase in the assets or liabilities on the firm's 
balance sheet, leasing results in misleading financial ratios. This is a potential 
advantage for operating leases.
The use of sale-leaseback arrangements may permit the firm to increase 
its liquidity by converting an existing asset into cash, which can then be used as 
working capital.
Leasing provides 100 Percent financing. Most loan agreements for the 
purchase of fixed assets require the borrower to pay a portion of the purchase price
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as a down payment. As a result the borrower is able to borrow only 90 to 95 
percent of the purchase price of the asset.
Under a lease, the lessee is generally prohibited from making 
improvements on the leased property or asset without the approval of the lessor.
Cooley (1990) underlines the asset value risk faced by the owner. The owner 
o f an asset will be concerned about the asset’s future market value if future sale of 
the asset is a possibility. This asset value risk can be shifted to a lessor who owns the 
asset and charges a rental for its use. Leasing can also increase the risk faced by a 
lessee. A lease can expose the lessee to the risk of paying a lease rental on an asset 
that is no longer useful to the lessee To avoid this risk the lease contract can include 
a cancellation clause or a provision allowing the lessee to sublease the asset. The 
fundamental issue here is risk-sharing.
Cooley (1990) adds that leasing is an easy way to obtain services of an asset 
with minimal uncertainty about the dollar cost (since the lease rental is fixed and the 
salvage value risk is assumed by the lessor). Sometimes assets are designed 
specifically for the need of a particular user and thus have greater value to that user 
than to any one else. If the asset is leased and at the end of the lease term the asset is 
worth more to the lessee than to other potential users, there will be a bargaining 
problem for the lessor and the lessee as to the level of the rental when and if the 
lease is renewed. The lessor will want to charge what the asset is worth to the 
lessee, and the lessee will w'ant to pay only what the lessee could get elsewhere. 
Negotiating the renewal agreement can be costly and this cost can be avoided if the 
user simply purchases the asset in the first place. Negotiating costs in this case favor 
purchase of the asset by the user.
Cooley (1990) supports the idea that "leasing conserves cash". So does 
borrowing, however. Leasing involves lower current cash outlays only in situations 
in which a company can lease an asset but can not obtain similar levels o f financin<i
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from other sources. Leasing and borrowing are both ways of financing assets with 
someone else's money and both require that the money be paid back.
One might counter that, although one can borrow rather than lease, leasing 
has the advantage of producing a stronger balance sheet. By borrowing, a liability 
appears on the balance sheet and this reduces the ability to borrow further; no such 
debt appears by leasing and borrowing capacity is therefore preserved. This 
argument overlooks the fact that audited financial statements report all significant 
lease obligations, whether among liability on the balance sheet (if the lease is a 
financial lease under accounting principles) or in a footnote to the financial 
statements.
Curran (1982) answers the question of "why firms lease assets". In some cases 
there is no choice; a shipping company can only lease space from a port authority. 
In other case, the firm may prefer to lease. Several arguments for leasing have been 
sugge.sted, but only four are substantive.
1 - Convenience
2- Service
3- Obsolescence
4- Tax savings
If a company needs space only seasonally, leasing is convenient. If specialized 
maintenance is necessary (certain computers, copiers, and sophisticated medical 
equipment), leasing with full service maintenance may be more convenient or less 
costly than outright purchase with a service contract. Curran (1982) points out that 
in competitive markets, the full service lease may be the most cost-effective way of 
using equipment. The combination of convenience, service, and obsolescence in 
one asset is a powerful incentive to lease rather than purchase.
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3.2. Tax Advantages
Differences between tax rates of lessors and asset users can make leasing the 
preferred alternative for the user. Cooley (1990) gives an example o f an airline. If 
the user is an airline with no taxable income and no use for the investment tax credit 
or no depreciation shelters on a new airplane, the airline may be able to benefit by 
leasing the plane from a lessor who can take the depreciation and investment credit, 
and who will pass on the tax savings to the airline in the form of a lower lease 
rental.
Curran (1982) examines the tax savings created by leasing. Although lease 
payments are tax deductible expenses, so too are depreciation on owned assets and 
interest on the loans used to finance the assets. When the tax laws permit, owners of 
assets may deduct an investment tax credit (ITC) directly from taxes owed. ITC is a 
tax advantage.
From the perspective of the federal income tax laws, those in relatively high 
tax brackets gain proportionately more from ownership than do those in lower tax 
brackets. Although lease payments are deductible, they are of little value to firms in 
law tax brackets.
A potential for a competitive leasing market exists. A company may own a 
property, sell it to another company in a higher tax bracket and lease it back. Such a 
technique, known as a sale-leaseback arrangement, may offer tax advantages to the 
purchaser not available to the former owner. These additional savings could, in part 
at least, be passed on to the former owner through lease payments below some of 
the depreciation and interest payments after taxes.
In addition to those advantages Curran (1982) examines the tax advantages 
created by leveraged lease. Often there is a third party involved. If the lessor owns 
the asset but borrows heavily against it, the lessor employs financial leverage 
through a third party, often a financial intermediary as the source of funds. The
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lessee continues to make lease payments to the lessor, who in turn covers the 
principal and interest on the loan. The lessor in higher tax bracket and with a strong 
credit rating, borrows the bulk of the purchase price, thereby taking full advantage 
of the tax deductibility of interest. Such arrangement is known as leveraged lease.
The current tax law in the United States of America is less conducive to 
financing assets through leases than it was just prior to 1981 in two respects:
1- There is no ITC now.
2- The maximum corporate tax rate is 34 %, not 46 %.
These two factors lower the dollar benefits from leveraging the asset and 
leasing it to someone else.
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CHAPTER IV
THE LEASE-VERSUS-BUY DECISION
Decision to lease or buy involves both a financing decision (buy and finance 
with equity or debt, or lease and let the lessor finance the acquisition) and an 
investment decision (as to whether the asset should be acquired at all). Cooley 
(1990) supports the idea that lease or buy analytic framework can be highly 
complex and errors in making lease-or buy choice can cost a company dearly. 
Kristy and Diamond (1984) examine the lease-buy decision. Once this decision is 
made, the company identifies the various ways available for acquiring the asset. 
Then, all the cash inflows and outflows for the period of the lease or the expected 
life of the asset must be estimated. The next step is to calculate the yearly cash flow 
for each alternative. When calculating these cash flows, the company must consider 
the after-tax effect o f the expenses or savings. Finally, the net cash flows for each 
year of each option are converted to their present values. The reason for the 
conversion is that the money spent in future years costs less than the money spent 
now. The longer an expense can be postponed, the longer that money can be 
invested at interest.
After all the values are converted to the common ground o f present value, the 
company can compare the alternatives to see which will cost the least. However, 
most companies do not automatically choose the least expensive option. Other 
factors may affect the firm's decision. For example, much word-processing 
equipment is leased so it can easily be upgraded and replaced. The availability of
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funds may also affect the decision; some firms have no choice but to lease in certain 
situations.
However, regardless of the method used, the goal is the same, to identify the 
most economical alternative and to take all other relevant factors into consideration 
before deciding whether to lease an asset or whether to buy it.
Gitman (1991) uses present value technique in his analysis. Lease-versus-buy 
decision is one that commonly confronts firms contemplating the acquisition o f new 
fixed assets. The alternatives available are (1) lease the assets (2) borrow funds to 
purchase the assets, or (3) purchase the asset using available liquid resources. 
Alternative to 2 and 3, although they differ, are analyzed in a similar fashion.
The lease-versus-buy decision is made by using basic present value 
techniques;
Step 1; Find the after tax cash outflows for each year under the lease 
alternative.
Step 2: Find the after tax cash outflows for each year under the purchase
alternative. This step involves adjusting the sum of the scheduled loan payment and 
maintenance cost outlay for the tax shields resulting from the tax deductions 
attributable to maintenance, depreciation, and interest.
Step 3: Calculate the present value of the cash outflows associated with
the lease (from step 1) and purchase (from step 2) alternatives using the after tax 
cost of debt as the discount rate.
Step 4: Choose the alternative with the lower present value o f cash
outflows from step 3. This will be the least cost financing alternative.
Vaught (1989) compares the present value of the liability created by the lease 
and financing provided by the lease.
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Evaluation of the leasing alternative:
Net Value of Lease = I - PV of Liability Created by the Lease
OR
Net Value o f Lease =
N
I
LCF
( 1 + r ( 1 - T  ))
i = l
Where I
LCF
N
Initial Financing Provided by the Lease 
cash outflow attributable to the lease in period t 
duration of the lease 
r = discount rate
t = tax rate
The underlying principle is that a financial lease offers a better financial 
advantage than buying and borrowing if the financing provided by the lease exceeds 
the present value of the liability created by the 1( ase.
Weingartner (1987) presents a slightly different approach to leasing that 
analyses the differences between leasing and owning. The calculations required to 
support the analysis include the following;
(1) Expected discounted lease costs.
(2) Asset's acquisition cost.
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(3) Expected disposition rights (including the residual value, tax shields due 
to depreciation, adjustments for recapture of excess depreciation expense, and 
capital gains taxes, if any).
If  (1) exceeds the sum o f (2) and (3) then the cost o f leasing is higher then the 
cost of owning and the decision should be to purchase; it is the correct decision not 
to lease. The appropriate discount rate is the cost of capital.
Weingartner (1987) argues that the discount rate for the lease payments 
should be the same as that for depreciation tax shields and all other cash flows. 
Because tax shield is a component o f the project’s net after tax cash flow which is to 
be discounted at the cost of capital.
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CHAPTER V
LEASING IN TURKEY
5.1. Turkish Leasing Market
Financial Leasing entered the Turkish finance sector by means o f the 
"Financial Leasing Law", Law Number: 3226, which was enacted on June 10, 1985. 
The first leasing firm was founded in 1986, transactions started in 1987. There are 
about forty institutions which have right to make leasing activities. These can be 
classified under four main groups; leasing firms, investment and development banks, 
Islamic finance institutions. Institutions of each group are presented in Appendix A.
The leasing sector has been in a developing period with its increasing number 
of projects, companies and revenues since 1987. However, today the share of 
leasing is about 1.5 - 2 % of fixed capital investments in Turkey. Leasing of 
industrial machines form the great portion of total revenue of the sector, which is 
illustrated in Table 5.1 through 5.3.
Table 5.1 Compari.sou of years 1987 and 1992
Year Rcvenue(in Billion TI,) Number of Projects
1987 7,7 129
1992 3,600 3,500
Table 5.2 Improvement in Turkish Leasing Sector
Year Number of Companies Number of Projects
1988 8 279
1989 11 2,384
1990 18 3,300
1991 24 2,195
1992 38 3,500
Tabie 5.3 Domestic Leasing Transactions (Billion TL'
Sectors 1987 1988 1989 1990 1991 1992
Computer, office 
Telecommunication
3.1 5.6 38.7 150.7 289.3 469.1
Land Transportation 
Vehicles
2.1 64.4 366.4 632 752.8 801.2
Marine Transportation 
Vessels
0 0.8 96.9 46.8 8.5 75
Aircraft 0 2.5 0 0.8 140 128.1
Textile and Printing 
Machines
1.2 3.4 4.8 44.4 58.5 224
Medical Appliances 0.5 2.2 5.6 42.3 54.2 176.8
Other Manufacturing 
Machines
0.9 17.7 52.1 167.6 401.3 1716.2
TOTAL 7.8 96.7 564.5 1084.7 1677.6 3590.5
According to the data published by the "Undersecreteriat for Treasury and 
Foreign Trade", in 1992 in cross-border transactions which was about 622 million 
$, the share of the leases o f aircrafts was about 96.6 %. Medical appliances and 
marine transportation vessels follow it with shares of 2.5 % and 0.6 %. Table 5.4 
presents the information.
Table 5.4 Cross-Border Leasing Transactions (Million $)
Sectors 1987 1988 1989 1990 1991 1992
Computer, olTice 
Telecommunication
28 30 2 0 0 0
Land Transportation 
Vehicles
0 0 0 0 0 0
Marine Transportation
Vessels
0 0 0 0 0 0
Aircraft 0 319 74 216 220.9 602.8
Textile and Printing 
Machines
3 0 1 0 0 0
Medical Appliances 1 1 3 3 5 15.5~
Other Manufacturing 
Machines
5 75 45 22 0.4 0
TOTAL 37 425 125 241 226.3 622
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Customers benefit from the increasing number of companies because the 
service quality gets better. Besides, firms decrease discount rates. Especially new 
entrants charge low interest rates to form their customer portfolio. As the number of 
leasing companies is increasing continuously, some decreases in interest rates are 
also expected in the following periods.
Total investments were affected negatively due to the Gulf crisis and 
fluctuations in the Turkish economy in 1991. Total volume of transactions stayed in 
the previous year level at real terms (Table 5.1) as the inflation rate was 60 % in 
that year. In 1992 and 1993, the sector was in a development trend. However, the 
sector entered in a recessionary stage after the austere measures taken on April 5, 
1994.
The reason why leasing became so popular in a short period of time, is its tax 
and cost advantages. Today these advantages are known better by investors. So it 
has begun to be preferred against bank credits which carry the same risk. Especially 
it is very advantageous for the investors who look for a method of financing with a 
maturity of 1-2 years, and for investors that have small projects and who can not get 
any incentives from the "Undersecreteriat for Treasury and Foreign Trade". In 
addition to that, leasing emerges as a medium term method of finance in Turkey, 
where the possibility of finding medium term credits is restrictive. Flowever, 
although the leasing sector grows rapidly, its portion is 1.5-2 % in both total 
investments and volume of credits. In European countries the portion of leasing is 
between 10 % - 37 % among total investments.
There are two main groups in the sector and there are differences in the status 
between these two groups. This causes some problems and unfair competition. But 
on the other hand preparations have been started for the establishment o f the 
"Turkish Leasing Association". Approval of Treasury is required to gain its official 
name and presence. It is claimed by the leasing finns that; investment and 
development banks are more advantageous in the sector and this will be the
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problem o f the association. Foreign credits given to leasing firms are controlled by 
the Undersecreteriat for Treasury and Foreign Trade, but on the other hand 
investment and development banks do not have that obligation.
The General Director o f İktisat Leasing Esat Erkuş (1993) points out that the 
way how the bureaucrats look to leasing changes, because they are looking for 
alternative techniques to finance public investments. Also Tansu Çiller has notified 
the use of leasing to public institutions when she was the Minister of State. Erkuş 
(1993) claims that leasing should be used in privatization so additional source will 
be created and this will make a positive effect on the inflation rate and budget 
deficit.
Leasing firms do not expand to the whole Turkish maiket. The 80 % - 85 % 
of the transactions are made in Istanbul and Mannara region. The business should 
be extended to Anatolia because only the 40 %- 45 % of commerce is in Istanbul, 
this shows that there is a great potential in other regions.
The General Director of Rant Leasing Bülent Taşar (1993) points out that 
leasing transactions in Turkey form 2 % of the leases in the whole world. In 1992, 
Turkish leasing firms with small paid in capitals, financed huge projects. This have 
created positive results but in this period some firms might encounter some 
problems.
One of the supporters o f operational leasing Nilüfer Ariak, the General 
Director of Es Leasing (1993) emphasized in her article that operational leasing will 
create its own market. She added that the product is known better with the 
contribution of the press and the Undersecreteriat for Treasury and Foreign Trade. 
According to her, 1990 could be a "jumping": year because the increase in GNP 
was 11% in that year. However, Gulf crisis prevented that. The General Director of 
Ziraat Leasing, Murat Burat (1993) is opposed to the idea of Ariak. He claims that 
the improvement o f financial leasing will be prevented if operational leasing is 
brought to Turkey.
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There is still some deficiencies in the Financial Leasing law, and in accounting 
standards so timing is not good for operational leasing. He emphasizes that 
competition in prices makes leasing business more risky. The tax and cost 
advantages of leasing is known better. It seems cheaper than bank credits so leasing 
firms should compete in service areas instead of prices. Table 5.5 and 5.6 illustrate 
the comparison o f leasing and bank credits. The improvement potential o f the 
leasing sector in Turkey is high because leasing is applied in restrictive number of 
sectors in Turkey. The revenue of the leasing firms will rise with the increasing 
number o f sectors.
Specialization is another purpose of leasing sector, according to Volkan 
Olcay, the General Director of Vakıf Leasing (1993). He points out that education, 
knowledge and talent are required in navigation. Lease of marine transportation 
vessels is a special type o f leasing. In addition to Atlas Leasing and Vakıf Deniz 
Leasing, Rant Leasing was established in 1992. In 1993, it leased two vessels with 
the amounts of $ 8.5 million and $ 300.000. Olcay (1993) points out that, the staff' 
o f leasing firms specialized on navigation are chosen among applicants who have 
experience and knowledge in this sector. In 1993, the technological investments 
increased rapidly in conformity with international standards ISO. Leasing was 
preferred by the firms which have problems in financing huge projects. New leasing 
firms bring their own potential customers. Fie adds that the entrance o f the state into 
the sector as a lessee and the lease of real estates will increase the portion o f leasing 
among all investments
The portion of leasing among investments is 10 % in Portugal, where leasing 
emerges as a finance method at the same time as Turkey. Consequently the volume 
o f transactions can be increased in Turkey according to Murat Burat (1993). 
According to the data published by the Undersecreteriat for Treasury and Foreign 
Trade, there has been a real decrease in the volume of transactions per leasing firm 
in recent years. So competition increases with the number of firms; however, he
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claims that the effect of competition does not occur in the services of the firms but 
instead on their prices. This seems risky for the sector.
The General Director of Yapı Kredi Leasing, Orhan Kurmuş (1993) supports 
the idea that there is no alternative finance method against leasing. But the 
important point is to spread it to the public. The General Director of Demir Leasing 
Emel Çabukoğlu (1993) agrees with him. She adds that leasing firms will make 
business in the eastern part of Turkey if they realize high profit. Also insurance 
firms do not prefer to enter to that market as the risk is too high. Different criterias 
are taken into account in leasing transactions. These are type of asset, season, 
region, balance sheet and profit o f companies and whether there is any incentives or 
not.
The General Director of Türkiye Sinai Kalkınma Bankası, Güneş Günter 
(1993), points out that leasing firms are very active in marketing. This contributes to 
the introduction of leasing. Cross-border leasing is very important for Turkey to 
increase the volume o f export. She underlines that the assurance and insurance 
problems should be solved. Leasing is an opportunity for the investors with small 
projects who look for a finance technique with 1-2 years maturity and who do not 
have any incentives.
If the costs o f leasing and bank credits are compared, it will be seen that the 
discount in value added tax and advantages in funds and other taxes made leasing 
preferable (Table 5.5 and 5.6). Also lease payments are shown as expenses in 
income statement, which is another advantage. But this does not mean that leasing 
replaces bank credits. Because bank credits can be used as if invested capital. The 
annual depreciation rate is too low due to its long depreciation period for real 
estates. This prevents real estate leasing.
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Table 5.5 Payback Schedule of Leasing (Thousands TL)__________
Leasing (VAT Rate: 1%, Cost: 101.000.000 TL, Discount Rate: 11%)
Period Lease Payment Value Added Tax TOTAL
1 24.769 248 25.017
24.769 248 25.017
24.769 248 25.017
24.769 248 25.017
24.769 248 25.017
24.769 248 25.017
24.769 248 25.017
24.769 248 25.017
TOTAL 200.136
PVIFA - 1.
к
1
k ( 1  + k ) n
PVIFA = Present Value Interest Factor of Annuity 
к = Discount rate 
n = Number of periods
PVIFA = 4.0776 where к = %18, n -  8 
Cost = PVIFA * Lease Payments 
101,000 == 4.0776 * Lease Payments 
Lease Payments = 24,769
Total Payments = Lease Payments + (Lease Payments * VAT) 
Total Payments = 24,769 + (24,769 * 0.01)
Total Payments = 25,017____________________ ____________
Asset: Computer 
Amount: 100.000.000 TL. 
Maturity: 2 years 
Payment Period: 3 months 
No incentives
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Bank Credit (VA" Rate: 12%, Cost: 1 12.000.000 TL, Interest Rate: 72%)
Period Capital Interest Fund Bank Insurance Tax TOTAL
1 0 ‘20.160 1.210 1.008 22.378
2 0 20.160 1.210 1.008 22.378
3 0 20.160 1.210 1.008 22.378
4 0 20.160 1.210 1.008 22.378
5 0 20.160 1.210 1.008 22.378
6 0 20.160_ 1.210 1,008 22.378
7 0 20.160 ' 1,210 1.008 22.378
8 112.000 20,160 1.210 1.008 134.378
Table 5.6 Payback Schedule of Bank Credit (Thousands TL)
TOTAL 291.024
Interest Payment per Year
360 X 100
36,000
= 80,640
Interest F^ ayments per 3 Months = 20,160 
Fund = %6 X Interest Payments per 3 Months 
= %6x 20,160 
=  1,210
Bank Insurance Tax = %5 x Interest Payments per 3 Months 
= %5x 20,160 
= 1,008
Asset: Computer 
Amount: 100.000.000 TL. 
Maturity: 2 years 
Payment Period: 3 months 
No incentives
The comparison of Tables 5.5 and 5.6 proves that leasing is cheaper than 
bank credits in Turkey if price of the asset, maturity, payment period, type of the 
asset is taken as the same. Especially the effect o f Value Added Tax (VAT) 
advantage makes leasing cheaper than bank credits. To make a real comparison, the 
variables are taken as the same. As a conclusion the total payment of bank credit is 
greater than the total payment o f leasing.
One of the supporters o f the application of leasing in privatization is the 
General Director of İktisat Leasing Esat Erkuş (1993). He claims that, the assets of 
public owned enterprises which are in the program of privatization can be leased to 
any lessees or to their personnel. This will contribute to the privatization activities of 
the government. Leverage-buyout and management-buyout applications in foreign 
countries are typical examples of that. He says subleasing should be applied in our 
country. Also, leasing should be used as a means of finance for parts o f huge 
government projects. In this way, a positive effect is seen on budget deficits and the 
inflation rate. Nowadays, leasing firms and banks compete. This is an indication of 
progress.
In addition to big companies, small and medium scaled investors are included 
in customer portfolio of leasing firms. The reason is to allocate the risk. Also as 
multinationals and big companies have bargaining power, they lease assets with low 
interest rates.
In 1987, financial leasing entered Turkish finance sector as a new method of 
financing and alternative to other methods which are scarce for small and medium 
scaled companies. In today's economic conditions, there is no long tenn means of 
finance including bank credits except financial leasing. Also flexibility o f payments 
attracts investors.
The demand of big companies for leasing is lower. These companies can 
register 50% of the value o f asset as depreciation expense in the first year in their 
income statements. The demand of multinationals for leasing is higher in Turkey,
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because most of the multinationals do not prefer buying. Small and medium scaled 
companies form great portion of leasing market. Because they have value added tax 
advantage and it is less costly than bank credits for them.
There are some sectors which are given precedence to, by Turkish firms. 
These are; textile, construction, health, state owned enterprises, tourism, leather 
production, aircraft and marine vessels. The sectors must renew their technologies 
immediately to live and compete in world markets.
5.1.1. The Advantages of Leasing in Turkey:
1- Leasing finances 100 % of investment including freight, assemblage.
2- Paid up capital o f company does not exhaust. It does not cause a 
negative effect on bank credit resources.
3- Flexibility o f payments.
4- Leasing is not recorded on the balance sheet, so the ratio of debt/equity 
does not worsen.
5- Value added tax rate is 1 % except, for automobiles.
6- Lease payments are shown as expense in income statement. So that less 
tax is paid.
7- Bank credits are paid back in every three months. But in leasing the 
installments are adjusted according to the cash flow of the company. Also funds and 
bank insurance tax are not paid in leasing.
8- If lessee goes bankrupt, the leased asset is not confiscated so that lessee 
can go on investment.
9- Lessee can benefit from incentives.
10- At the end of the lease period, the lessee can purchase the asset at a 
symbolic price.
11- The leased asset can be shown as a security especially if the value of the 
asset is high in the secondary market.
Recently, in manufacturing and commerce sectors, the investors have been 
looking for medium and long term, means of finance, because commercial banks do 
not have an inclmation to open long term credits. Besides, they increase their 
interest rates frequently and the repayment plan is not made according to cash flow 
of lessees. Thus leasing occurs as an alternative instrument to bank credits. Even 
leasing firms compete with their partner banks. Most of the leasing transactions are 
in Istanbul, Izmir, Ankara and Bursa but an extension to all o f Anatolia is expected 
as this instrument will be known better as time goes by. The prospective cities 
where leasing transactions will be extended are the following: Adana, Mersin, 
İskenderun, Kahramanmaraş, Manisa, Denizli, Kayseri, Gaziantep, Burdur and K. 
Ereğli.
Some projects of public owned enterprises are financed by Vak.if Leasing 
(TMO and GİTAS). The result was very efficient. The General Director of Vakıf 
Leasing, Olcay (1993) supports that Turkish Republics can benefit from leasing 
during their development period. He points out that subleasing in other words 
cross-border leasing, should be extended. The new aircrafts of Turkish Airlines 
were leased through cross-border leasing.
In Turkey, discount rates applied to lease payments are on the same level as 
interest rates of bank credits. The factors that affect discount rates are; funding cost 
o f the leasing firm, credibility of lessee, the value of the asset in secondary market, 
securities, season, region, and volume of transactions.
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Not only for investment but also applicants can benefit from sale and lease 
back method to obtain capital. Another type of leasing called "sale-aid leasing" is 
widely used in Anatolia.
Companies and individuals were introduced to financial leasing when value 
added tax rate was 1 % for all assets. Tikveşli, Hürriyet Holding, Dardanel, Abdi 
İbrahim İlaç, Konfor Yatakları, Roche, Fako, Pirelli, Good Year, Cankurtaran 
Holding, Eczacıbaşı Holding, Kartacı Tekstil, İdil İnşaat, Bayındır Holding, 
Kerevitaş, NCR, Market AŞ, Taha Tekstil, Aktif Finans, Mobil, TMO, Henkel, 
Çelebi, Jumbo, Emsan, Reebok, Kent Gıda, Duru Turizm, Mertkan Denizcilik, 
Toros Gübre, BMC, THY, PTT, İstanbul Hava Yolları, Kamil Koç were among 
companies that make use o f financial leasing. Even some banks prefer leasing. For 
example. Bank Express and Körfez Bank have leased armoured vehicles and Yapı 
Kredi Bank, Vakıf Bank, Pamukbank have leased their computer systems.
In western countries, it took several years to put the sector into order. But 
today, in these countries the portion of leasing among investments is 25 %. In the 
world 75 % of the airline fleet is financed through leasing. Thus, there is still a great 
potential in Turkey.
The amount o f leasing transactions reached to 4,000 billion TL at the end of 
1993. In Turkey leasing firms are established by paid up capital o f 15 billion TL at 
least. The volume of transactions and the paid up capitals o f different Turkish 
leasing firms are shown in Appendix B. Leasing firms can issue stocks in return to 
cash only. Lease o f intangible rights like patents, copyrights, trade-mark is not 
permitted by Financial Leasing Law. The assets which are depreciated are the 
subject o f leasing. Thus raw materials are not leased.
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5.2 Legislation
The Turkish Legislation concerning financial leasing is as follows;
a- Financial Leasing Law, Law Number: 3226, enacted June 10, 1985, 
published in Official Gazette No; 18795, dated June 28, 1985.
b- Council of Ministers Decree on "Determination o f Terms and Limits of 
Leasing Transaction". Decree No; 85/9866, Date; September 11, 1985. Published in 
Official Gazette No: 18882, dated: September 28, 1985.
c- Announcement by the Ministry of State and Vice Premiere on "the 
Statue Pertaining to Establishment, Embranchment and Audit o f Leasing 
Companies". Published in Official Gazette No; 18882, dated September 28, 1985.
d- Announcement by the Ministry of Finance and Customs on "Principles 
and Procedures Pertaining to Bonds, Custom Taxes and Duties of Assets Leased 
Under Law 3226". Published in Official Gazette No; 18882, dated September 28, 
1985.
e- Announcement by the Ministry of Finance on "Income Tax Laws, 
Application of Capital Allowance". Published in Official Gazette No: 18882, dated 
September 28, 1985.
f- Council of Ministers Decree on "Incentives and Their Applications". 
Published in Official Gazette No: 18949, dated December 5, 1985.
Turkish leasing firms faced with problems in leasing marine transportation 
vessels, establish new firms for that. According to 823. and 824. articles of the 
Turkish Commercial Law: the vessels that are leased by leasing firms in which the 
majority of capital belongs to foreign partners, are considered as foreign vessels and 
the Turkish flag is not hoisted in those vessels. İktisat Leasing and Vakıf Leasing 
were faced with that problem because their stocks are traded in Istanbul Stock 
Exchange. They solved that problem by establishing new leasing firms which are 
specialized in vessel and aircraft leasing. One of the purposes of the leasing firms
which are specialized in marine transportation vessels is to renew the Turkish 
marine fleet.
A new draft law prepared by the Undersecreteriat for Treasury and Foreign 
Trade is under negotiation. There are two main subjects in this draft; subleasing and 
the leased period. The cancellation of four year lease period is suggested in the 
draft. But the lessees will benefit from incentives only for ti'ansactions which have a 
period o f two or more years. Subleasing will improve the relationship o f Turkish 
leasing firms with foreign counterparts, and bring a partial solution to funding 
problem. Also restrictions on lease receivables are canceled in the draft, so that 
small leasing firms are permitted to finance huge projects. But this will increase the 
risk of the sector. The General Director of Halk Leasing Erdin An (1993) supports 
the law draft. He underlines that lease period should be made flexible and subleasing 
should be applied in Turkey. According to him. Financial Leasing Law does not 
satisfy the needs o f changing finance sector in Turkey.
The General Director o f BNP-AK Dresdner Bank Levent Uğurlu (1993) 
points out that the other legislation problem is in the lease of real estates. In the 
Turkish Tax Law, the depreciation period is fifty years for real estates. So that 2 % 
of the assets is depreciated each year and leasing firm has to pay higher tax rates in 
real estate leasing. Also buying and selling tax is paid twice for real estate 
transactions. If  these legislative problems are solved, real estate leasing will be 
widespread.
The lease period for computers and automobiles leased to rent-a-car and 
marketing companies was decreased to two years in June 1992. The General 
Director of Yapı Kredi Leasing, Orhan Kurmuş (1993) emphasizes that this should 
be applied to all assets. The second vehicle buying tax which should be paid at the 
end o f the lease period, is charged at the beginning so that this causes a problem for 
investors.
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If  investors who benefit from incentives are not able to pay installments, 
leasing firms will be faced with high tax punishments. Thus, leasing firms do not 
prefer these projects. Changes in Financial Leasing Law and related laws will put 
the leasing sector into an order.
In the draft law prepared by the Undersecreteriat for Treasury and Foreign 
Trade, the foundation of a "Turkish Financial Leasing Firms Association" is 
suggested. Although every leasing firm will participate in this association, some 
problems could occur. Leasing firms which are established based on Financial 
Leasing Law, No: 3226, support the idea as the association will secure unity in the 
sector. Flowever, they do not want to be in the same association with investment 
and development banks, otherwise they will not be active in this lease club. The 
Undersecreteriat for Treasury and Foreign Trade pioneers for this association. The 
General Director o f Finans Leasing, Nurkan Yurdakul (1993) points out that there 
should be a homogeneous group in the association. That is why she does not want 
to be in the same union with six investment and development banks.
The new tax law makes firms advantageous in the import of assets with 
incentives. If the import is made through leasing, the rate of value added tax is 1 %, 
otherwise the rate is 10-15 %. The portion of imports with incentives among all 
imports was 30 % in 1993 but an increase is expected in 1994.
The cancellation of lease contract with the agreement of parties is one of the 
suggestions of the draft law. Before the change made by Treasury, the receivables 
must be 40 % of owner's equity at most for leasing firms. This has caused unfair 
competition between leasing firms and others. Because investment and development 
banks and also the leasing department of Islamic Financial Institutions use all 
owners' equity of the institution. This has been alternated to be thirty times of 
owners' equity.
The value added tax rate is 1% for every assets except land transportation 
vehicles. This rate is 20 % for automobiles and 6 % for other vehicles. In the
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Turkish Financial Leasing Law, lessor insures the leased asset but premiums are 
paid by the lessee. The lessee can not benefit from incentives for;
a- Imported construction machines.
b- Assets having a value less than 250 million TL.
5.3 Funding
Difficulties in funding appear as the most important problem of leasing firms. 
Especially the difficulty of finding Turkish Lira funds is based on two reasons:
1- Difficulty in finding medium term fiinds due to the conditions of the 
Turkish economy,
2- Difficulty caused by the characteristics of leasing.
As Turkey has an underdeveloped capital market, there are some restrictions 
in finding medium term and long term funds for leasing companies. It is supported 
that if the possibility of long term funding increases, there will be important 
improvement in the leasing sector. This problem is tried to be solved by finding 
funds from foreign capital markets. But for a permanent solution the capital market 
of Turkey should be improved and new debt instruments should be created. In 
addition to that, the reduction o f lease period from four years to two years will 
contribute to the solution of unbalances in funding.
The General Director of Es Leasing, Nilüfer Ariak (1993) points out that in 
the real estate market, funding appears as a problem for leasing firms. The costs of 
debts change too much in Turkey within the period of 1-2 years. If the maturity 
exceeds two years, it is not easy to borrow. Exchange rate risk appears for the debt 
that are found from foreign capital markets in long term.
The General Director o f Vakıf Leasing, Volkan Olcay (1993) emphasizes that 
leasing firms are searching for new funds in world capital markets. Additional debt
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instnaments are needed. The debt instrument which is called "Lease Paper" is 
prevalent in western countries. This is a type of asset-based security. Issuing lease 
paper should be made possible by the government.
According to the General Director of Rant Leasing, Bülent Taşar (1993), 
funding is the greatest problem of leasing firms. He adds that there are no medium 
term loans for companies although lease is a medium term financial instrument. 
Asset-based-security (ABS) is used as a debt instrument in the Turkish capital 
market by Yapı Kredi Leasing. However, the cost of this instrument is higher than 
the other debt instruments which are used by leasing firms. Therefore, ABS appears 
to be the last alternative for leasing firms. There are some Turkish leasing firms 
whose total assets value exceeds total assets value of many banks in Turkey. But 
leasing firms must obtain bank guarantee in order to issue ABS. It is insignificant 
for leasing firms to demand guarantee from the banks whose financial situation is 
worse than those leasing firms. This procedure increases the cost o f issuing ABS. 
Accounts receivable caused by leasing transactions is based on real assets so it is an 
appropriate instrument for leasing firms theoretically.
According to Nilüfer Ariak (1993) it is a problem for leasing companies to be 
engaged in big projects such as the lease of aircraft, marine transportation vessels, 
textile machines. This is caused by funding therefore in those projects firms have to 
gather. She underlines that the industrialists have the desire to renew their 
technology. She claims that leasing firms compete not only among themselves but 
with the investment and development banks and with the banks which give credits 
to medium term projects. Consequently, leasing firms have to lower their prices. 
Value added tax advantage in leasing transactions is the most important advantage 
of leasing firms in this competition. However, they lost this advantage in 
transactions o f land transportation vehicles.
The General Director of Interlease, Erhan Ünal (1993) supports the idea that 
leasing will be the only alternative for small entrepreneurs in future. Because the
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cost o f leasing as a means o f financing is 5 % - 10 % cheaper than bank credits 
annually. Also fixed lease payment system is an advantage in medium term. Leasing 
firms have preferred foreign exchange credits and they issue bonds and asset-based- 
securities for funding.
"Turkish leasing firms have the difficulty in funding like the other financial 
companies" says Güneş Günter (1993), the General Director of Türkiye Sinai 
Kalkınma Bankası (TSKB) because there is no institution except TSKB to give 
medium credits. So TSKB has the role of giving credits to the leasing firms in 
addition to carry out leasing activities. There are fifteen leasing firms in the 
customer portfolio o f TSKB.
Bank originated leasing firms have tried to solve the problem of funding by 
the foreign credits which have the maturity of more than two years. But as they 
made Turkish Lira contract with customers, they carry foreign exchange risk. It is 
claimed that the improvement of financing instruments will be accelerated with the 
decrease in the inflation rate and with stability in the Turkish economy.
Erdin An (1993) underlines that to certify a leasing activity by estimating the 
interest rate of the next four years is a very risky business in Turkey. Funds with 
current interest rates do not attract firms. Investors and leasing firms require a 
decrease in the period from four years to two years. This will balance the maturities, 
lie  also points out another problem of the leasing sector, that is the restrictions in 
issuing lease paper that means selling of "Lease Receivables". Although there seems 
to be an improvement with ABC legislation, there is no practical way of applying it. 
There is a ceiling interest rate for it so the issue o f ABS is not widespread among 
leasing firms.
Lease Paper which is similar to ABS is being applied in developed countries 
today. This financial product fits to the characteristics o f leasing as there is a real 
asset in return. All leasing firms agree that "Letter of Guarantee" required from 
leasing firms for issuing ABS increases the cost o f it, so it should be canceled.
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5.4 Characteristics of Turkish Leasing Contract
Leasing contracts are made before a notary public. The period o f leasing 
contract is four years but for the assets whose economic life is shorter than this 
period, could be less than four years with the permission o f the Undersecreteriat for 
Treasury and Foreign Trade (for example; for automobiles leased to rent-a-car and 
marketing companies).
Leasing contracts are exempted from taxes and duties. Only notary public 
expenses are paid for contracts. It ends at the end of the lease period automatically. 
But one o f the parties can demand for the renewal of the contract on the condition 
that it must be declared three months before the end of the period. In addition to 
that if lessee company goes bankrupt or lessee dies or looses its competence, 
contract will terminate.
If a customer default in paying his rentals, a notice through notary public is 
sent letting him sixty days period to perform his obligation. This is a legal period 
that leasing firms have to wait before taking any further legal steps. If no positive 
result is achieved during this sixty days period, leasing firms proceed on with id.-, 
legal, measures.
1- A court decision is taken for the delivery o f the leased asset back to d : 
leasing firm. With this decision leasing firm repossesses the equipment.
2- when the court decision is taken on this matter, the leasing firm sells trie; 
equipment repossessed and also collects from the lessee whatever it can to finarize 
the case.
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5.5 Accounting Principles
The ownership of the leased asset belongs to the lessor due to the Turkish 
Financial Leasing Law. However, all benefits and risks o f ownership are transferred 
to the lessee. Thus, on its balance sheet, the lessor owns the asset for four years 
whether the payments are completed in four years time or in a shorter time.
In Turkey, the accounting principles of operating lease is used although 
financial leasing is applied. The leased asset is recorded on the lessor's balance sheet 
while the lessee registers only the lease expense in its income statement. The asset is 
depreciated during the lease period and the cash amount on the balance sheet of 
lessor rises as time goes by. At the same time the amount o f loan of the lessor 
decreases. Also, Interest expense of the loan and lease revenue are recorded by the 
lessor in its income statement. This is presented in Table 5.7.
Lessee makes equal entries in capital (financial) lease on both sides o f the 
balance sheet: asset and long term lease obligation. In other words, the lessee makes 
entries as if the asset is purchased and entirely financed with debt (Table 5.8)
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Table 5.7 Accounting for Operating Leases
TIMED
LESSOR LESSEE
B /S B /S
Assets Loan
6 MONTHS LATER
B / s l/S
Cash
Asset
- Accumulated 
Depreciation
Loan Lease
Expense
1 /s
Interest Expense 
of Loan
Depreciation
Expense
Taxes
Lease Revenue 
Net Income
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Table 5.8 Accounting for Financial Leases
TIMEO
LESSOR LESSEE
B/S B/S
Long Term Lease 
Receivable
Loan Asset Long term Lease 
Obligation
6 MONTHS LATER
B/S B/S
Cash
Long Term 
Receivables
Loan
Asset
- Accumulated 
Depreciation
Long Term Lease 
Obligation
U S l/S
Interest Expense 
of Loan
Lease Revenue 
(only Interest)
Interest Expense 
Depreciation Expense
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CHAPTER VI
SUMMARY AND RECOMMENDATIONS
Turkish leasing sector has been in a developing period with its increasing 
revenues, number of projects and companies since 1987. However, today the sector 
is in a recessionary period due to austere measures taken on April 5, 1994.
One of the consequences of these policies was the increase in the foreign 
exchange rates and devaluation. Thus, the leasing firms that have been bearing 
foreign exchange risk entered in a problematic period. Because like other financial 
institutions, Turkish leasing firms borrowed funds from foreign capital markets, but, 
on the other himd, required Turkish Lira from the lessees as a lease payment. In 
addition to that increases to the interest rates follows devaluation, therefore, 
companies have important problems in paying their debts back.
In the Turkish leasing sector, most of the customers default in paying their 
rentals. Leasing firms do not engage into new businesses and they try to collect the 
rentals of the previous transactions. So most of the leasing firms attempt to become 
smaller by decreasing their number of staff. Credit and Risk Control Departments 
of the leasing firms are busy with the defaults in 1994.
The problem in funding must be solved by the arrangements in law. But this 
can be put into order only in a stable economy. So leasing firms like the other 
companies in other sectors have to wait for stabilization in the Turkish economy 
and also for a developed capital market. Thus, they will not depend upon foreign 
capital markets anymore.
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Other arrangements that have to be made in law will solve the problems in 
securing standards in accounting of leases, in lease period, in inequalities between 
leasing firms and, investment and development banks. The lease period which is too 
long for firms in the Turkish economic conditions should be shortened. Solution to 
the inequalities between the institutions in the sector will contribute to the 
establishment of "Financial Leasing Association" which still exists in draft law.
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INSTITUTIONS WHICH HAVE RIGHT FOR MAKING 
LEASING ACTIVITIES IN TURKEY
APPENDIX A
- İktisat Finansal Kiralama A.Ş.
- Yapı ve Kredi Finansal Kiralama A.Ş.
- Mengerler Finansal Kiralama A.Ş.
- İşgen Finansal Kiralama A.Ş.
- Volkan Finansal Kiralama A.Ş.
- V akıf Finansal K iralam a A.Ş.
- Universal Finansal Kiralama A.Ş.
- BNP AK Dresdner Finansal Kiralama A.Ş.
- Uluslararası Finansal Kiralama A.Ş.
- Turizm Yatırma Dış Ticaret Finansal Kiralama A.Ş.
- Gökçe Finansal Kiralama A.Ş.
- Garanti Finansal Kiralama A.Ş.
- Demir Finansal Kiralama A.Ş.
- Finans Finansal Kiralama A.Ş.
- Halk Finansal Kiralama A.Ş.
- Ziraat Finansal Kiralama A.Ş.
- Sistem Finansal Kiralama A.Ş.
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- Setat Finansal Kiralama A.Ş.
- Evrensel Finansal Kiralama A.Ş.
- Rant Finansal Kiralama A.Ş.
- Es Finansal Kiralama A.Ş.
- Ege Finansal Kiralama A.Ş.
- Türk Sınai Kalkınma Bankası A.Ş.
- Türk Kalkınma Bankası A.Ş.
- Türk Merchant Bank A.Ş.
- Teklen Yatırım ve Finansman Bankası A.Ş.
- Birleşik Yatumı Bankası A.Ş.
- Yatırım Bankası A.Ş.
- Tat Yatırım Bankası A.Ş.
- Park Yatının Bankası A.Ş.
- Avrupa Türk Yatırım Bankası A.Ş.
- Anadolu Finans Kurumu A.Ş.
- A l Baıaka Türk Özel Finans Kurumu A.Ş.
- Faisal Finans Kurumu A.Ş.
- Kuveyt Türk Evkaf Özel Finans Kurumu A.Ş.
- Atlas Fmansal Kiralama A.Ş.
- V akıf Deniz Finansal Kiralama A.Ş.
- Ticaret Finansal Kiralama A.Ş.
- Marmara Finansal Kiralama A.Ş.
4 8
THE VOLUME OF TRANSACTIONS AND THE PAID UP 
CAPITALS OF DIFFERENT TURKISH LEASING FIRMS
APPENDIX B
H alk Leasing
Revenue: 1992; 350 billion TL.
1993; 550 billion TL.
N um ber of Customers: 300
Portfolio: Computers 36 %
Construction Machines 17 %
Paid up capital and date of foundation; 50 billions TL. November, 1991.
Yam  Kredi Leasing
Revenue: 1992; 406 billion TL
N um ber of Customers: 1,733
Portfolio: Computers and office equipments 28.82 %
Manufacturing Machines 25.76 %
Paid up capital and date o f foundation; 90 billions TL. 1987.
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ik t i s a t  L e a s in g
R e v e n u e :  1992: 3 8 0  b illion  T L
1993: 80 billion TL.
N um ber of Customers: 920
Portfolio: Land transportation vehicles 35 %
Manufacturing Machines 29 %
Paid up capital and date of foundation: 58 billions TL. September, 1986.
Interlease
Revenue: 1992: 127 billion TL
1993: 245 billion TL.
N um ber of Customers: 1,000
Portfolio: Construction Machines 65 %
Textile Machines 10 %
Paid up capital and date of foundation: 10 billions TL. September, 1990.
Finans Leasing
Revenue: 1992: 325 billion TL
1993: 650 billion TL.
N um ber of Customers: 1,000
Portfolio: Construction Machines 37 %
Food Manufacturing Machines 15 %
5 0
i s £ c n  L e a s in g
R e v e n u e :  1992: 2 5 7  b illion  T L
1993: 400 billion TL.
N um ber of Customers: 1,250
Portfolio: Machines 60 %
Computers 20 %
Dem ir Leasing
Revenue: 1992: 10.2 billion TL
N um ber of Customers: 30
Portfolio: Manufacturing Machines 75 %
Medical Apliances 20 %
Paid up capital and date of foundation: 15 billions TL. October, 1992.
R an t Leasing
Revenue: 1992: 40 billion TL.
1993: 250 billion TL.
Nu m ber of Customers: 26
Portfolio: Textile Machines 36 %
Construction Machines 25 %
Paid up capital and date of foundation: 20 billions TL. August, 1992.
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V a k ıf  L e a s in e
R e v e n u e :  1992: 3 9 9  b illion  T L
1993; 660 billion TL.
Number of Customers: 1,757
Portfolio: Machines 36.5 %
Computers 24.2 %
Paid up capital and date o f foundation: 120 billions TL. September, 1988.
BNP-AK Dresdiier Leasiii£
Revenue: 1992: 97 billion TL.
1993: 181 billion TL.
Number of Customers: 668
Portfolio: Construction Machines 35 %
Medical Apliances 24 %
Paid up capital and date of foundation: 20 billions TL.1988.
Türkiye Sınai Kalkınma Bankası
Revenue: 1992: 185 billion TL.
1993; 200 billion TL.
Number of Customers: 3
Portfolio: Energy Production 85 % 
Manufacturing sector 15 %
52
A l B a r a k a  T ü r k
R e v e n u e :  1992: 194 .5  billion TL
1993; 272.3 billion TL.
Number of Customers: 950
Portfolio: Aircraft 31%
Textile Machines 72 %
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